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Thank you loana for inviting me to speak at this panel today. Though | am here in my official
capacity as the Commission’s Chief Economist and Director of the Division of Economic
and Risk Analysis, these remarks reflect my own views and do not necessarily reflect the
views of the Commission, the Commissioners, or other members of the staff.

Economics is necessarily the study of real-world problems. Perhaps like many of you, |
went into economics because | was interested in understanding the world around me,
perhaps with the hope of contributing to human well-being. Years of graduate training and
the rigors of journal publication and tenure was not quite enough to drill it out of me. Like
others on this panel, I’'ve been very lucky to have an opportunity to serve the American
public in an official government role. Specifically, | have served as the Chief Economist for
the Securities and Exchange Commission for the past three and a half years. During this
time, | was happy to find that the habits of thinking that | learned as a research economist
were indispensable to my work in government. Moreover, economic research was and is,
crucial to my job and to my agency’s mission.

I am going to discuss specific ways in which research economists can contribute to the
public policy debate, and therefore to the public good. My remarks reflect my experience
at the SEC - a roughly 5000-person agency that is the primary regulator for the United
States’ $120 trillion capital markets. However, these points may also be applicable to other
U.S. government agencies.

From my first phone call with Chair Gensler, | realized how little | knew about the SEC. The
SEC is an independent agency, which means it is technically part of the executive branch,
butitis also meant to be independent of the President and the Cabinet. The Commission
itself consists of five voting members, known as Commissioners —one of whom is the
Chair. The President nominates Commissioners who go through Senate confirmation.
Commissioners are nominated and confirmed for five-year terms.? The President also
appoints the Chair from among the Commissioners.? No more than three of the
Commissioners may be members of the same political party. The usual configuration is for
three Commissioners, including the Chair, to be members of the political party in the
White House and the other two Commissioners to be from the other party, and that has
been the case during most of my time at the SEC. The Chair sets the agenda.® The
Commission operates by majority vote.
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John Adams said that a republic is a government “of laws, and not of men.”* Other
countries were defined by conquest, but our country was brought into being by a legal
document. We think of a corporation as a web of contracts. Our country is the same!
Congress writes laws — these are known as statutes — that give the independent agencies
their authority. In the case of the SEC, the relevant statutes are primarily the 1933
Securities Act,® the 1934 Securities Exchange Act® (referred to as the “Exchange Act”), and
the 1940 Investment Advisers’ and Investment Company Acts.® Congress can and does
amend those acts over time. For example, in 1975 under President Ford, Congress
expanded the SEC’s authority over equity markets,® and, in 1986, under President Reagan,
Congress expanded the SEC’s authority over Treasury markets.’® The Dodd-Frank Act also
amended these four Acts.”” When we talk about the 1934 Exchange Act for example, it
sounds like we are talking about something old, and we are. However, itis both old and
new.

Agencies have broad authorities, but these authorities are not boundless. Shortly after
granting authorities in the New Deal, Congress limited them with the 1946 Administrative
Procedure Act, the source of the concept of an action being “arbitrary and capricious.” A
court can vacate an agency action because itis outside the agency’s authority, or it can
vacate it because it is arbitrary and capricious, among other reasons.™

The importance of authority in rulemaking creates a natural role for attorneys in the
rulemaking process. The role of economics can seem more subtle, though itis equally if
not more significant. For one thing, we have the truth of Keynes’s famous quote: “Practical
men who believe themselves quite exempt from any intellectual influence, are usually the
slaves of some defunct economist.”' Ultimately, economics aims to tell us about the
future outcomes of present policy choices. Votes by the Commission and Court decisions
often invoke beliefs about outcomes, even if that belief is as general as “less regulation is
better for the economy,” or, on the other side, “market participants fail to internalize the
costs of their actions.” The way | see it, decisions based on an outcome are necessarily
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based on economics, even if neither the economics nor in fact the desired outcome is ever
made explicit. Ultimately, rules face their testin the real world, where economics governs
their fate.

However, waiting for decades for something to work or not is highly inefficient, not to
mention imperfect. While economic science itself may be far from perfect,'® it does allow
for one to consider the range of possible outcomes of a regulation in advance. This saves a
lot of time and effort! This seems so self-evident, and to be sure there has always been to
some extent a role for economics in SEC rulemaking. However, there is no express
statutory requirement to conduct an economic analysis.

Rather, | found a fascinating story that spans a century, represented by key phrases in
statute brought to life by a body of case law.' Broadly speaking, the story of economics in
rulemaking is one of one pre-eminent professional class — namely attorneys —remarkably
ceding authority to another professional class -- namely economists. | felt that a high level
of trust had been placed in me and my division. | didn’t want to mess up.

The main statutory language supporting a role for economics comes from three sources.
First, there is Section 23(a)(2) of the Exchange Act, added in 1975, which requires that rules
not impose an undue burden on competition.’ Second, in the 1990s, a provision was
added to the 1933, 1934, and 1940 Acts that requires the Commission to consider
“efficiency, competition, and capital formation” whenever it is engaged in rulemaking and
is required to consider or determine whether an action is necessary or appropriate in the
public interest.'® Finally, the 1946 Administrative Procedure Act itself requires that an
agency action not be “arbitrary and capricious.” One way to not be arbitrary and capricious
is to examine the economic effects of the action. In the 2000s and 2010s, a series of court
cases gave more color to these statements.' For example, the D.C. Circuit said that the
Commission acted arbitrarily and capriciously for failing adequately to consider a
regulatory action’s effect upon efficiency, competition, and capital formation.?’> While
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another case concluded that the Commission had failed to consider a competitive
baseline.?’

Prior to joining the SEC, | familiarized myself with the lively debate on economic analyses
that took place in the context of these court decisions and of Dodd-Frank
implementation.? Scholars and advocates attacked or supported the notion of economic
analysis from all sides. An underlying critique was: how could you possibly do cost-benefit
analysis in the context of financial regulation? Some of the most significant costs and
benefits are difficult if not impossible to quantify.

In the face of this difficulty, the court cases lay out what is expected of us. SEC staff
looked to this caselaw as well as other sources including, the economic literature,
guidance from other regulatory authorities, and comments and recommendations to
develop “the Guidance” that lays out how to conduct an economic analysis for an SEC
rulemaking.? One aspect of that analysis is that there should be a rationale for the
rulemaking. That rationale could be, for instance, a market failure.?* The Guidance then
goes on to describe the elements of the economic analysis, which | will get to in more
detail below. |found the Guidance a useful document that has stood the test of time.
Though it has no formal legal status, its public nature and its very longevity makes it a
touchstone both within and without the SEC during the rule-writing process.®

21 See Am. Equity, 613 F.3d 166. In subsequent cases, the D.C. Circuit specifically called out the Economic
Analysis as having met the required standard. See, e.g., Lindeen v. SEC, 825 F.3d 646 (D.C. Cir. 2016).
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The post-Dodd Frank critics who attacked the notion of economic analysis in financial
regulation miss, in my view, the most important aspects of economic analysis: Defining the
problem to be solved, why the market on its own will not solve the problem, and why the
proposed regulatory change would. This evaluation is less likely to be sensitive to
specifically precise costs and benefits.

Finally, there is the way this plays out in practice. My role, and the role of my division, is to
provide the Commissioners — who vote on the rules — with the best possible information.
That includes a full understanding of both the benefits and costs of a rulemaking. The
manner in which we provide this information is just as important as the information itself.
What | never appreciated before joining the SEC was the level of transparency with which
the agency operates in its rulemaking process.

Rulemaking generally starts with a proposal. Under the APA, the Commission typically
provides notice of rulemaking, which consists of putting the proposed rules, and the
analysis, out for public comment.?® The economic analysis of the rule proposalis included
in the document that the SEC issues to the public. Thus, the public —and any outside
economist —can comment on both the substance of the proposed rules and the SEC’s
reasoning that got us there. If there’s a problem with the reasoning, you can tell us about it.
Then, the agency must, under the APA and case law, respond to any significant comment
when finalizing the rules. This entire record remains public and continues to inform court
decisions as well as subsequent rulemaking. This back and forth, in which the
Commission’s expert staff advise the Commission, the Commission votes on a proposal,
the proposal and the reasoning go out for public comment, lots of comments from all
perspectives come in, and only then does the Commission finalize the rule, is set forth in
the APA itself. Itis nothing more nor less than how a free people works through difficult
issues and ultimately solves problems.

This structure implies there is an important role for academic economists in this rule-
writing process (sometimes called notice-and-comment rulemaking). From money market
funds, to equity market structure, to Treasury market structure, to private funds, the
comment file and the decision-making process, was enriched by comments from this
community. If you are lookingto comment on a release, it is useful to know the basic
structure: The release consists of three main sections. The first (“front end”), which
describes the proposed or final rule, is written by the rule-writing division, generally either
the Division of Corporation Finance, the Division of Investment Management, or the
Division of Trading and Markets. Then comes the Economic Analysis, written by the

Comment Letter of Managed Funds Association and National Association of Private Fund Managers, July 21,
2023; “Re: Regulation Best Execution, Release No. 34-96496, File No. S7-32-22 (Dec. 14, 2022),” Comment
Letter on Behalf of Virtu Financial, Inc., Dec. 14, 2022.

26 | will use the common shorthand “proposed rules” —though often it is an amendment to an existing rule
that is under consideration, not a brand-new rule.



Division of Economic and Risk Analysis, and finally (speaking broadly here), the actual rule
text.?’

The sections of the Economic Analysis generally include a baseline, discussion of the costs
and benefits, analysis of efficiency, competition, and capital formation, and finally, the
reasonable alternatives. Thus, if you have a different policy in mind from what the
Commission is proposing, perhaps that policy alternative is noted in either the questions
for public in the front end or the reasonable alternatives in the Economic Analysis. If you
send a comment to the Commission, you can then refer to these sections in your comment
and note where you agree or disagree with how the agency is thinking about the question.
Itis not unusual to have an alternative adopted instead of the original proposal. As an
economist, | have devoted time and careful attention to thinking about reasonable
alternatives at the proposal stage, knowing that they could help set the agency up for a
constructive comment process. The money-market fund rulemaking? and Regulation
NMS? are only two of many rulemakings where our adopted rule reflected consideration of
alternatives discussed in the proposal.

In constructing a comment letter, it may be helpful to look at other comment letters that
have been submitted on the proposal. In some cases, comment letters have responded to
each other. Comment letters can number in the thousands for high-profile rulemakings
(and in some other cases, of course, there are a mere handful). Imagine writing a paper
with thousands of public referee reports, where you could be judged potentially on your
response to points raised in any of these. That will give you a sense of the scale of this
enterprise. Submitting comments in response to a proposal is one of the most direct ways
academic economists, as members of the public, can influence policy.*°

That’s all about the “how.” What about the “why?” Input from the academic community,
and the public more generally, is crucial because ultimately it helps strengthen the
economic analysis. It can help reach the best policy by drilling down to actual points of
disagreement, as opposed to atmospherics. It can lead to a consensus position thatis
better than what any one side would have thought of. Also, as economists we are all too
familiar with the notion of policies that are beneficial to the public but where the harms are
highly concentrated. This type of regulation receives a lot of attention from industry that

2’There are other, often shorter typical sections of releases. These include, for example, a discussion of
costs of “collection of information” requirements within the meaning of the Paperwork Reduction Act of
1995. See 44 U.S.C. 3501 et seq. They also include a Regulatory Flexibility Act analysis, in which the release
considers the impact of a rule on small entities. See 5 U.S.C. 601 et seq.

286 Money Market Fund Reforms; Form PF Reporting Requirements for Large Liquidity Fund Advisers; Technical
Amendments to Form N-CSR and Form N-1A Release No. 33-11211 (July 12, 2023) [88 FR 51404 (Aug. 3,
2023)1.

29 Regulation NMS: Minimum Pricing Increments, Access Fees, and Transparency of Better Priced Orders,
Release No. 34-101070 (Sept. 18, 2024) [89 FR 81620 (Oct. 8, 2024)].

30 At the end of the comment file is another section that lists “Meetings with SEC officials.” Itis also possible
to request a meeting with the Chair, with Commissioners, or with the staff. At the start of the release are
names and contact information.



may have to bear short-term costs. Often the input from affected parties contains helpful
information and has an impact on policy. However, economic analysis also has to be the
voice of those who are “not in the room” when the decision is being made —that includes
both industry and the broader public. Academics who are well-informed on a topic can
help represent that voice.

I will close with some long-term thoughts on economic analysis. It would be wonderful to
have this community’s engagement, at, say a comparable level to the engagement for
decision-making at the Federal Reserve. Note that in the 1970s, the Federal Reserve Act,
like the Exchange Act, was amended to make explicit a tradeoff that was, perhaps,
previously implicit —in this case between price stability and maximum employment.
Apparently economic tradeoffs were in style at the time because the amendments to the
1934 Act also contains such a tradeoff: competition and investor protection. Economists
of the 1960s and early 70s thought they understood a lot about how the Fed tradeoff
worked, but we have learned a few things since then, one of them being the power and
limitations of rational expectations. What would such an analysis look like for the 1934 Act
tradeoff?

Our capital markets have been a significant source of strength of our economy, but they
require continued attention and revision. My own field of asset pricing tends to abstract
from institutional structures, and on some level, institutional structures are ephemeral.
Our ability, as economists, to look beyond today’s institutional structures to market
function is vital in assessing the economic consequences of regulation because
institutions can and do change. However, some institutions support our legal protections
and these are what created our capital markets and keep us strong. These legal
protections are what enabled my grandfather to invest, knowing that his name would never
be erased from the list of stockholders. They created the broad base of investors that drive
capital to its most productive use. | hope that this description is helpfulin connecting the
academic community, where people know how to think deeply about problems, to the
public sector where ideas can be put to practical use.





